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THE CITY OF LONDON AND THE BANK 
OF ENGLAND, AUGUST, 1914 * 

SUMMARY 

I. Peculiar position of Great Britain, a creditor country, as regards 
external payments, 48. — II. Depositories opened by the Bank of 
England outside Great Britain, 50. — III. Obligations by foreigners 
not £paid, 52. — IV. Embarrassments of accepting houses, discount 
houses, joint stock banks, 55. — V. Stock exchange closed, 58; Bank 
of England guaranteed by Government against loss on bills taken over, 
60; the bank rate kept moderate, 60. — VI. Possibility of internal 
drain, 64 ; Bank act suspended, 65; Currency Notes issued by 
Government, 66; extent of additional issues, 68. — VII. Conclusion, 
70. 



The peculiar relation of Great Britain to the inter- 
national money market has again enabled the Bank of 
England to accomplish without the support of a large 
gold reserve what has been beyond the power of the 
great state banks of Europe in spite of unexampled 
gold hoards. The Bank of England alone met the 
catastrophes of August, 1914, without a suspension of 
specie payments and without availing herself of emer- 
gency privileges. A greater leniency than usual, 
supported by a guarantee from the Treasury, in regard 
to the character of the bills taken over from the outside 
market, was the only respect in which she departed 
from her usual courses. So happy a result may be 
attributed partly to an obstinate, conservative courage ; 
but chiefly to the peculiar position of Great Britain in 

1 In an article published in the Economic Journal, September, 1914, I have at- 
tempted to deal generally with the financial situation in England during the first month 
of the war. In this article I shall treat more particularly of the relations of the City to 

the Bank of England. 
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the international money market, referred to above. A 
large part of London's difficulties, however, as well as 
her strength, arose, as we shall see, out of this same 
peculiarity. 

In a general financial crisis, whether due to war or not, 
there are two separate problems, namely, due provision 
for the internal currency and due provision for external 
payments, of which the second is in general the crucial 
one. The question of the internal currency I postpone 
for the moment. It is the position of Great Britain in 
respect of external payments in case of sudden emer- 
gency, which is peculiar. This is a commonplace of the 
subject. Great Britain is a creditor nation, not only 
in the sense that she has large permanent foreign invest- 
ments and an annual balance available for increasing 
them, but also in the sense that she habitually loans to 
foreign centers large sums of money which are repayable 
at short notice. It is always within her power, therefore, 
by refusing to renew these loans, to turn the immediate 
balance of indebtedness in her favor. The central 
bank of a country which in this second sense is on the 
whole a debtor and not a creditor, must clearly, if it is to 
be certain of always being able to meet international 
obligations and to maintain the local currency at parity, 
keep a much larger reserve of gold than a country which, 
even if it is temporarily in the position of debtor, can 
quickly turn round and become creditor. 

All this, as I have said, is a commonplace. It has 
been the reason and justification for the Bank of Eng- 
land's holding one of the smallest gold reserves in 
Europe, while building up on the basis of it the largest 
volume of business. 

Broadly speaking, reasonable anticipations based on 
this have been borne out by the event. For the first 
week or two we should have felt somewhat easier in our 
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minds if gold reserves had been a little larger; but this 
psychological relief, which the courage of the Bank was 
fortunately able to do without, would have been the 
extent of the gain. Thus the fears of many former 
critics regarding the low level of London's gold reserves 
have not, on the whole, proved well-founded, even on an 
occasion when the whole structure of her financial 
system has received a blow of maximum severity. 

This then is the first salient fact. Within a week of 
Austria's declaring war against Servia (July 28, 1914), 
all the world found themselves owing money to London. 
There was no danger that any country would be able 
to take gold from the Bank of England in appreciable 
amounts, and most of those whose central banking 
authorities were able and willing to release gold found 
themselves under the necessity of remitting it. Altho 
some authorities are reputed to have believed at the 
outset that the Bank of England would not be able to 
avoid a suspension of specie payments, there was never 
any reasonable occasion for such a measure. Whether 
it is wise even for a debtor nation to suspend specie 
payment, so long as any substantial quantity of gold is 
left, may be doubted. That it is not the course for a 
creditor to pursue, is certain. It did not take long, 
therefore, to discover that the Bank of England was 
perfectly free from this particular danger. 

II 

The Bank's difficulties arose, indeed, from an opposite 
source. The other combatant countries, in spite of the 
enormous gold reserves which they had laboriously 
accumulated, suspended specie payments immediately, 
desiring, we can only suppose (unless they intend to 
reverse their policy later) to keep something in hand 
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wherewith to pay an indemnity. Brazil and Argentine, 
slow to learn the spirit of sound currency, soon pro- 
hibited the further issue of gold from their Offices of 
Conversion. Only India, South Africa and the United 
States were left, at the same time possessing much gold 
and prepared to part with it. And from all these 
countries in the early days of the war high charges for 
insurance rendered the carriage of gold by sea pro- 
hibitively expensive. 

This state of affairs was met by the Bank in a bold 
and striking manner by opening depositories for the 
receipt of gold outside Great Britain. At Ottawa and 
at Johannesburg the authorities of the Colonial Govern- 
ments were authorized to receive gold on behalf of the 
Bank of England. As part of India's gold reserve is 
held in London (tho quite apart from the Bank of 
England's reserve), immediate steps of this kind were 
in her case unnecessary. But it may be expected that 
a depository will be opened at Bombay if it is required. 

Altho it has not been explicitly stated that gold 
received at these depositories is included in the weekly 
statement of the Bank of England's reserve, there is no 
doubt that such is the case. The Bank Act does not 
prescribe the location of the gold in the Issue Depart- 
ment. It has commonly been the practice to lodge 
large quantities at the Mint, outside the Bank's own 
walls. Tho the opening of depositories elsewhere 
within the British Empire constituted an unexpected 
extension of this principle, there was nothing in it, I 
believe, contrary to the pre-existing law. 

The actual figures of the movement of gold into and 
out of Great Britain are worth notice. On July 22 the 
Bank of England held about £40,000,000 in gold, — 
a normal amount. On July 29 about £1,000,000 in 
sovereigns was taken for the Continent, on July 30 
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another £1,000,000 and on July 31 a third £1,000,000, 
chiefly for France. On August 7, after a Bank Holiday 
lasting from August 3 to 6, £230,000 was taken for 
France. This ended the outward movement, and the 
tide turned strongly in the other direction. On every 
single day for the rest of August the Bank bought gold, 
the total influx from August 7 to the end of the month 
amounting to the considerable sum of £18,500,000. 
Of this amount, which, as I have said, includes the 
receipts at the depositories, £7,900,000 was in United 
States gold coin, £7,200,000 in bars, £2,000,000 in 
sovereigns from the Indian Reserve in London, and 
£1,400,000 from South America (Argentine, Brazil and 
Uruguay). Nothing was received from any other 
source. During September the inward flow continued, 
tho at a reduced rate. Up to September 19 a further 
amount of £5,400,000 had been received, of which 
£2,400,000 was in United States gold coin and £3,000,- 
000 in bars. 

Ill 

While the Bank of England's gold position has been 
on the whole in accordance with anticipations, in one 
very important respect the City of London was taken 
unawares, — tho, in the light of what has happened, it 
would be hard to maintain that events have followed 
an unnatural course. From this all our chief difficul- 
ties derived their origin. No one, I think, had put to 
himself beforehand, with sufficient obstinacy and 
scientific curiosity, the questions, — what will happen 
if on a very large scale our foreign creditors cannot pay ? 
what reactions would such an occurrence exert upon the 
whole of our internal financial system ? 

This, nevertheless, was the situation which, even 
before the actual declaration of hostilities, plainly and 
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threateningly disclosed itself. Not only did the citizens 
of combatant and enemy countries fail us, and the mer- 
chants and municipalities and governments of South 
American countries with whom to default was but to put 
on again an old and favorite suit of clothes, — but the 
bankers of the United States, prosperous, free from 
panic, and far from the scene of hostilities, were unable 
for the time, from the difficulties and expense of ship- 
ping gold, to remit in full what they owed us and what 
we depended on receiving from them. Almost all the 
emergency measures which it was necessary to adopt in 
London were directed towards abating the dangers 
threatened to the whole financial structure of the City 
by the failure or inability of foreigners generally to 
remit to us what they were under an obligation to 
remit. The clue to the difficulties of the City of Lon- 
don is to be found in the reactions of a breakdown in the 
remittance system on her internal financial structure, 
and in the consequent embarrassments of those elements 
of the money market through whose agency short- 
period loans to foreigners are chiefly contracted. 

The foreign obligations immediately due to London 
were mainly on account of bills accepted in London, 
either by London houses or by the London agencies 
of foreign banks, or on account of stock exchange 
transactions carried forward there on behalf of foreign 
clients. There were also substantial sums on direct 
loan with the London agencies of foreign banks, of 
which the two great German institutions, the Deutsche 
Bank and the Discontogesellschaft, turned out to be 
the most important. Impending, but not so imme- 
diate, there were the usual payments due on former 
permanent loans, together with instalments on account 
of repayment of capital, and (this was chiefly impor- 
tant in connection with the United States) a considerable 
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volume of short-period loans, temporarily contracted 
with a view to funding later on, but due for discharge 
before the end of the year. 

For the payment of these various forms of indebted- 
ness as they fell due, foreign creditors had mainly relied 
either on renewing them on much the same terms as 
before, or on turning them into funded debts, or on 
ultimately shipping goods or international securities 
to meet them. 

As soon as war became imminent, it was clear that 
London would not renew or fund debts falling due, at 
any rate for some time. 

It was utterly impracticable to find a market for 
commodities to an equivalent value, even if they had 
been immediately available and if the dangers of the 
war had not restricted shipping facilities. The com- 
mercial remedy, therefore, as is always the case, had to 
work very gradually, and was of no use for meeting the 
emergencies of financiers. 

The financial remedies, on the other hand, which are 
generally available in some degree when it is temporarily 
impossible to renew loans abroad, are the sale of inter- 
national securities and the actual remittance of gold. 
The first of these was put completely out of action by 
the closing of the world's stock exchanges. The 
second was rendered impossible on any sufficiently 
large scale, for reasons we have discussed above. Even, 
therefore, where the foreign debtor was immediately 
solvent in his own country and able to raise there the 
funds required to meet his liabilities, he was unable for 
the time to remit them. 

When the technical difficulties of remittance were 
overcome, there remained important cases in which 
foreign debtors remained unable to pay, — enemies, 
for example, whose debts were necessarily irrecoverable 
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until the end of the war, and countries, of which Brazil 
was the chief, which had counted upon meeting their 
engagements from the proceeds of fresh loans and were 
quite unable to meet them otherwise. 

In part, therefore, from the necessities of the case, 
and in part because London, whether wisely or not, put 
on the brake so suddenly as to endanger the equilibrium 
of the whole machine, the first, most striking, financial 
consequence of war was the extreme embarrassment of 
those elements of the money market, which were owed 
sums from abroad. What were the reactions of this on 
the City of London as a whole ? 

IV 

To a certain extent individuals, firms, and institu- 
tions in England, which have surplus funds available 
for temporary deposit, place them direct with Anglo- 
foreign banks, having their head offices in London, and 
even with the agencies of foreign banks, having branch 
offices there. On such deposits perhaps 2 per cent at 
call and 4 per cent at notice can be obtained, which is 
appreciably more than is ordinarily allowed by the 
discount houses or joint stock banks. The sudden 
locking up of many of these deposits caused much 
individual inconvenience, and a good many companies 
which had actually declared dividends were unable to 
pay them on account of having lost control over the 
deposits which they had intended to use for this pur- 
pose, — thus adding involuntarily to the general feeling 
of distrust. 

But this was not the main source of trouble. The 
great bulk of the floating funds of the country are 
placed with the joint stock banks, the assets of which 
may be estimated, to take a round figure, at about 
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£1,000,000,000. One or two of these banks have lately 
opened foreign departments for the direct transaction of 
foreign business generally, and one at least is somewhat 
intimately connected with American business. For the 
most part, however, these banks do not lend their funds 
abroad direct, but through the agency of one or more 
intermediaries. 

The most important of these intermediaries are the 
accepting houses, who have in effect guaranteed that 
the bills, held by the banks in their portfolios, will be 
met at maturity. To a large extent, of course, the 
accepting houses are acting on behalf of British clients. 
But on an important scale the London accepting houses 
accept bills arising out of transactions both parties to 
which may be foreigners. These houses, that is to say, 
guarantee the bills in return for a commission, reckon- 
ing on their foreign clients' putting them in funds to 
meet the bills at maturity. This accepting or guaran- 
teeing business is quite distinct from the business of 
advancing the capital with which the bills are carried. 

When the remittance system broke down, therefore, 
the first people to be in trouble were the accepting 
houses. Their foreign clients defaulted for the time 
being on a wholesale scale, and as the liabilities of the 
accepting houses greatly exceed their free assets, they 
were utterly unable to meet their engagements. 

The banks found themselves, therefore, with their 
bills, which they usually regard as amongst their most 
liquid assets, suddenly turned into a non-liquid asset. 
The total volume of bills outstanding has been estimated 
at £350,000,000. The amount held by the joint stock 
banks, apart from the discount houses and Anglo- 
foreign banks, is not separately stated. I have esti- 
mated it as standing, for the hading banks, somewhere 
between £100,000,000 and £125,000,000, or perhaps 
15 per cent of their total assets. 
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Apart from the sums advanced by the banks through 
their own holdings of bills, they are indirectly interested 
in a further amount through their relations with the 
discount houses. These houses hold a great quantity 
of bills, much of which they carry with money lent them 
at call and short notice by the banks. A failure of the 
accepting houses would have threatened the solvency 
of the discount houses and would certainly have made 
it impossible for them to repay the banks, if the latter 
were to call from them on a large scale. 

Next to their cash in hand and their credit at the 
Bank of England, the joint stock banks have been in 
the habit of regarding this money with the discount 
houses as their next most liquid asset. In ordinary 
times this is so, and the system works very well. The 
total amount lent by the whole body of banks to the 
discount houses shows a much lower percentage varia- 
tion than the amount which can be lent by an individual 
bank; and an arrangement by which what one bank 
calls another lends, allows the banks to employ their 
resources more fully than would be possible otherwise. 
But critics have always objected that if all the banks 
were to wish to call at once, as might happen in a crisis, 
the virtue of the system would have disappeared. This 
proved to be the case; but it had not been so clearly 
apprehended in advance that the difficulties of the 
discount houses would arise out of the difficulties of 
the accepting houses. 

Thus a failure to remit on the part of the foreign 
clients of the accepting houses hit the joint stock 
banks with special severity, because, with what may 
now seem doubtful wisdom, it was the money advanced 
directly or indirectly through the discount houses, 
against the guarantees of the accepting houses, that 
the banks had got into the habit of regarding as their 
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most liquid asset. They had been relying on being 
able to get in an emergency precisely that part of their 
loans which had been placed at the disposal of foreigners. 
The stock exchange also was in trouble for the same 
reason as the accepting houses, namely the failure of 
foreign clients to remit. There are numerous impor- 
tant firms which do a large business and carry over 
speculative purchases on foreign account. A firm 
with German connections, Messrs Derenberg & Co., 
was hammered on July 30. If the stock exchange had 
not been closed on the following day, it was believed 
that many other firms would have failed through not 
receiving payment due from foreign clients; and the 
failure of these would have involved other firms to 
whom they in their turn owed money. The forced 
sales consequent on these failures would break prices, 
it was feared, to such an extent that all borrowers on 
security would be gravely embarrassed by an attempt 
on the part of the banks to call for cover. The position 
was saved — I merely record the fact without comment 
— by the extremest remedy possible, namely the sus- 
pension of all new business and the indefinite postpone- 
ment of the settlement of old business. The effect of 
this on the banks was to solidify a further block of 
what they had formerly regarded as being amongst 
their more liquid assets, namely the sums amounting 
perhaps to £80,000,000 or £100,000,000 advanced to 
the stock exchange. 



What was the nature of the remedies brought to bear 
upon this situation through the agency of the Bank of 
England ? 

The stock exchange problem, in spite of the grave 
general inconvenience arising out of the cessation of 
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business, was, from the point of view of the banks, 
secondary. The problem of the accepting houses and 
of the bills was the urgent one. By the first Mora- 
torium Proclamation of August 3, which applied to bills 
only (a general Moratorium followed on August 6), the 
accepting houses were relieved of the obligation to 
meet their engagements immediately. But this did 
not help the discount houses and the joint stock 
banks, which found themselves in the position of having 
made uncallable loans of indefinite duration to the 
accepting houses. They had either to wait for their 
money or else to find some new source of liquid credit. 
With more courage the banks might have successfully 
pursued the first of these policies to a greater extent 
than they actually did pursue it. But they soon 
showed clearly enough that they were in no mood for 
courageous or disinterested action, and urgently de- 
manded that the Government and the Bank of England 
should save them from the position in which they found 
themselves. 

The problem presented two faces, — the provision of 
liquid credit, and the bearing of any ultimate bad debts 
which might arise through the eventual insolvency of 
any of the accepting houses. The banks demanded 
that they should be given the former and entirely 
relieved of the latter. 

The Government, holding that it was of more impor- 
tance to restore credit and banking to a normal condition 
than to drive a careful bargain with the banks, conceded 
them both demands. Almost unlimited credit was 
placed at their disposal in two ways : first by an advance 
to them of Currency Notes, to be described in more 
detail below; and second by an arrangement with the 
Bank of England to discount their bills for them. Both 
these forms of accommodation were granted at the low 
rate of 5 per cent. 
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But the Government not only arranged with the Bank 
of England to take over the discount houses' and joint 
stock banks' portfolios of bills, to such an extent as 
they might require, including bills accepted by foreign 
agencies against which in normal times the bank dis- 
criminates. It was also arranged that the ordinary 
legal liability of the banks as last holders, in the event 
of the bills not being duly met, should be waived, and 
that the Government should make good to the Bank of 
England any loss thus arising. The probable magni- 
tude of such loss cannot yet be estimated with any 
accuracy; it depends chiefly upon how solvent the 
leading financial institutions of Germany may be at 
the end of the war. But it has been suggested that the 
load of bad debts, taken by the Government off the 
shoulders of the banks and discount houses, and 
added to the national debt, may possibly amount to 
as much as £30,000,000. On the other hand it may 
turn out in the long run to be a comparatively small 
sum. 

Originally such of the bills held by the Bank of Eng- 
land as were not met when they fell due were to be 
reaccepted by their original acceptors at a rate 2 per 
cent above bank rate. But later another arrangement 
was substituted for this by which the Bank of England 
lent the accepting houses, at a rate 2 per cent above 
bank rate, enough to meet their bills as they fell due, 
these loans to be paid off gradually, as the accepting 
houses were able to collect what was due to them from 
their clients. This had the effect incidentally of releas- 
ing the drawers and endorsers of the bills from any 
liabilities under which they might otherwise lie. A 
further concession was also made, in order to rehabili- 
tate the credit of the accepting houses for the purpose 
of new business, by which new acceptances entered into 



LONDON AND THE BANK OF ENGLAND 61 

by them were, until a year after the end of the war, to 
rank as claims, in front of the Bank of England's claim, 
against their free assets. 

The joint stock banks and discount houses availed 
themselves of these arrangements on a very large scale, 
as is shown by the following returns of the " Other 
Securities " and the " Other Deposits " at the Bank of 
England, the bills taken over appearing in the former 
total and the corresponding credits placed at the 
disposal of the outside market appearing in the latter: — 

Other Securities Other Deposits 

£ £ 

July 22 33,732,762 42,285,297 

" 29 47,307,530 54,418,908 

Aug. 7 65,351,656 56,749,610 

" 12 70,786,596 83,326,113 

" 19 94,726,086 108,094,287 

" 26 109,904,670 123,892,659 

Sept. 2 121,820,692 133,818,826 

" 9 116,922,759 130,704,462 

" 16 113,792,525 135,042,071 

The figures for July 22 may be taken as normal. 
Austria declared war against Servia on July 28, and the 
increases in the totals for July 29 show the effect of the 
preliminary measures, taken by the banks, of calling 
in loans from the discount houses and thus forcing 
these houses to turn their bills into money at the Bank 
of England. The return of August 7 mainly shows the 
further effect of similar action between July 30 and 
August 1. (From August 2 to 6 a Bank Holiday was 
proclaimed.) On August 13 came the announcement 
that pre-moratorium bills were to be taken over by the 
the Bank of England; and the influence of this is 
reflected in the large increase for the week ending August 
19. Officials of the banks and discount houses waited 
in queues at the Bank of England to present bills for 
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re-discount, and the increase during this week would 
have been greater if it had been physically possible for 
the staff of the Bank of England to deal with a greater 
volume of documents. By September 2 this movement 
had spent itself. The money market had been re- 
lieved by this time of the greater part of the bills, the 
payment of which at maturity was held in most doubt. 
The banks also were beginning to feel the burden of 
keeping so much money idle at the Bank of England, 
their inflated balances there earning them no interest 
at all. The rate for short loans in the open market was 
driven down by this weight of floating funds to a very 
low level, and it came to be realized that bills could be 
kept without risk until a date nearer their maturity 
before being sent in to the Bank of England, and that 
such delay brought with it a saving at the rate of 5 per 
cent per annum. Through these causes the volume of 
bills brought to the bank between September 2 and 
September 16 was less by about £8,000,000 than the 
volume of old bills falling due and paid off. 

The bank rate was raised from 3 per cent to 4 per 
cent on July 30. This small change did nothing to 
check the rush for accommodation which had begun a 
few days earlier, as the action of the joint stock banks 
was forcing the rest of the market to realize their bills 
at any cost. Accordingly on the following day, Friday, 
July 31, the bank rate was rushed up to 8 per cent and 
on Saturday, August 1, to 10 per cent. These unprece- 
dented movements served no useful purpose, and only 
caused a great fright by raising unfounded apprehen- 
sions that accommodation would be cut off altogether. 
When the Bank reopened, after the prolonged Bank 
Holiday, the mistake was at once corrected, the rate 
being lowered to 6 per cent on August 7 and 5 per cent 
on August 8. 
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Apart from its effect on the profits of individuals and 
on the business world's subjective feelings of confidence 
or of the want of it, the precise level of the bank rate 
possessed during August little of its usual significance. 
Movements of the bank rate are normally directed 
towards influencing the action of the discount market 
in taking up bills, and thus correcting any undesirable 
tendencies in the exchanges or in the balance of imme- 
diate foreign indebtedness. During August such in- 
direct pressure was not required, — the discount 
market was doing no business in any case. It may be 
remarked that the interest allowed by the banks on 
deposit accounts and the rates for bank bills in the open 
market did not stand in their usual relation to bank 
rate. Bank rate simply represented the price charged 
by the Bank of England, in this case little more than an 
agent for the Treasury, for taking over from the banks 
and discount houses the bills of which these institutions 
did not like the look. 

The volume of the " other deposits " at the Bank of 
England cannot be substantially reduced, until the bills, 
which swell the " other securities," or (under the new 
arrangements) the Bank of England's loans to the 
accepting houses, are paid off. Other transactions, 
unless they involve a drain of cash from the bank of 
England, merely affect the names to the credit of which 
the other deposits stand. At present the banks are 
showing excessive caution rather than the reverse. 
They must be careful in the future not to allow their 
swollen credits at the Bank of England to lead them to 
create, on the strength of these, too large a super- 
structure. 
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VI 

All that we have said so far has been connected, 
directly or indirectly, with the international monetary 
position of London. We must now turn to the strictly 
domestic question of the internal currency. 

The number of bank offices in Great Britain and Ire- 
land is about 9,000. The amount of cash held by the 
banks, at the outbreak of war, in excess of normal till- 
money requirements, cannot, according to my estimate, 
have exceeded £20,000,000 and probably fell short of 
this. From their internal reserves, therefore, the banks 
could not strengthen their till-money by an average of 
more than about £2,000 per branch office. The total 
reserve of the Bank of England stood, when war began, 
at about £27,000,000, or, say, £3,000 per bank office. 
It has always been clear, therefore, that a serious run 
on the banks by their depositors could not possibly be 
met without the issue of an emergency paper currency. 

As a matter of fact, the British depositor never 
showed any inclination to run on his bank. The 
newspapers told him that it would be foolish and 
unpatriotic to do so; and a combination of phlegm, 
habit and public spirit kept him to his normal courses. 
The very small reserves mentioned above, if they had 
been used boldly, would have been more than ample 
to meet all the extra demands for currency. The Post 
Office Savings Banks, it may be remarked, cheerfully 
remained open for withdrawals even during the pro- 
longed Bank Holiday from August 1 to 7 without suffer- 
ing to any important extent. 

The joint stock banks, however, felt themselves to 
be in a weak position and were not willing to credit their 
depositors with as much good sense as the latter actually 



LONDON AND THE BANK OF ENGLAND 65 

showed. As early as July 31st the banks themselves 
began to run on the Bank of England, and with the 
utmost foolishness to make unnecessary difficulties 
about supplying applicants with gold. On July 31st 
and the following day there were queues of persons 
outside the Bank of England waiting to cash £5 notes 
which had been forced on them against their will by 
their bankers. The Bank of England of course changed 
these notes into sovereigns as quickly as was physically 
possible. 

August 2 was a Sunday, and August 3 happened to 
be the day of the usual August Bank Holiday. It was 
clearly desirable in the circumstances to make arrange- 
ments for the issue of some form of emergency paper 
currency. For this purpose, therefore, and to allay the 
fears of the banks, the Bank Holiday was prolonged 
until August 7. When the banks reopened on that day, 
they had been protected against unreasonable demands 
on the part of their depositors — as it turned out, 
unnecessarily — by the general Moratorium Proclama- 
tion; and two forms of emergency paper currency had 
been authorized. 

The first of these was of the old fashioned kind: 
the Bank of England was authorized to exceed its fixed 
fiduciary issue. The circulation of bank notes, that 
is to say, might exceed the gold held against them by 
more than the statutory maximum of £18,450,000. 
This measure is commonly described as a " Suspension 
of the Bank Act," altho it in no way permits the Bank 
to suspend specie payment, — the bank's obligation 
to redeem its notes in gold on demand remaining in full 
force. 

As things turned out, the Bank of England never had 
occasion to avail itself of this permissive power. The 
fiduciary issue never exceeded £9,000,000 and was, 
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therefore, well within the normal maximum. The 
" suspension " was merely precautionary. It is to be 
noticed, however, that for the first time parliamentary 
authority for such a step was taken in advance. On 
former historic occasions the Prime Minister and the 
Chancellor of the Exchequer have promised the Gover- 
nor of the Bank an act of indemnity. This time — 
whatever may have been the assurances given to the 
Governor privately during the first week of the crisis — 
a clause was inserted in the Currency and Bank Notes 
Act, 1914, as follows; — " The Governor and Company 
of the Bank of England and any persons concerned in 
the management of any Scottish or Irish bank of issue 
may, so far as temporarily authorized by the Treasury 
and subject to any conditions attached to that authority, 
issue notes in excess of any limit fixed by law." 

The avoidance of an excess circulation of bank notes 
is mainly to be attributed, however, to the second form 
of emergency paper currency authorized. This was of 
an altogether novel type. £5 notes obviously cannot 
take the place of sovereigns as the chief circulating 
medium in the country. £1 and possibly 10s. notes 
were, therefore, necessary. Altho every one who had 
thought about these questions at all knew that £1 notes 
must be required in any severe crisis, no steps had been 
taken to print any such notes in advance, or even to 
decide who was to issue them or what form they were 
to take. The absence of any notes ready printed was 
the occasion of a very inconvenient delay. Further, 
when the notes appeared, they were printed on un-gum- 
med postage stamp paper (of which alone a sufficient 
quantity existed suitably watermarked) and were of so 
rough an appearance (no part being engraved) that 
some amateurs amused themselves by forging one or 
two " as a memento." This unreadiness, however, 
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was a not altogether undesirable symptom. The 
minds of those in authority should be equipped before- 
hand, but it is not a bad thing that their measures 
should be improvised. Altho I was inclined to criticize 
the plan actually adopted when it was first adumbrated, 
I believe this plan, as it eventually worked out in prac- 
tice, was better than what would probably have been 
devised, if, necessarily without reference to the precise 
circumstances of the moment, a plan had been ar- 
ranged in advance by some Committee. 

This plan was for an issue of £1 and 10s. notes, not 
by the Bank of England as was generally expected, but 
by the Treasury. The notes bore the signature, not 
of Sir John Nairne the Chief Cashier of the Bank of 
England, but of Sir John Bradbury the Permanent 
Secretary to the Treasury. They were declared unre- 
stricted legal tender and were encashable for gold only 
at the head office of the Bank of England as the Govern- 
ment's agent. The public made no trouble about 
accepting the notes ; at first indeed, through motives of 
curiosity and as a result of a newspaper campaign in 
their favor, the demand for them in place of sovereigns 
was in excess of what the printing presses could supply. 

These notes are quite outside the Bank Act and have 
no relation to the Bank of England's note issue or re- 
serve. They do not appear anywhere in the Bank of 
England's weekly returns and are the subject of a 
separate statement by the Treasury. Their issue 
obviated the necessity of any excess issue of notes by 
the Bank of England, altho as matters turned out the 
latter would have been small in any case, as the volume 
of Currency Notes only exceeded the Bank of England's 
reserve of unissued bank notes for a few days. 

The most interesting feature, however, of these 
Currency Notes, as they are called, is their method of 
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regulation. By the Currency and Bank Notes Act, 191 4, 
the Treasury is given extraordinarily wide powers. 
According to Clause 2," Currency Notes may be issued 
to such persons and in such manner as the Treasury 
direct," and there are no specific rules whatever govern- 
ing the reserve, if any, to be held against them. The 
actual course followed by the Treasury has been as 
follows. 

In the first instance the Currency Notes were issued 
as a loan to the Scottish and Irish Banks of Issue, the 
joint stock banks, the Post Office Savings Banks, and 
the Trustee Savings Banks. The loans were at the 
rate of 5 per cent and were, in virtue* of a provision in 
the act, regarded as a floating charge in priority to all 
other charges on the whole of the assets of these institu- 
tions, which were not required to deposit any specific 
security. The Treasury announced that they were 
prepared to issue these loans to the banks for an 
amount up to 20 per cent of their liabilities on current 
and deposit accounts. 

Thus several important objects were served at the 
same time. The banks were reassured as to their 
capacity to meet any reasonable claims on the part of 
their depositors, their depositors were reassured by the 
appearance of a sufficient supply of serviceable legal 
tender money, the Bank of England's stock of gold 
was conserved, and the necessity of an excess issue 
of bank notes, with the ill effect of this on the ap- 
pearance of the Bank return and of the Bank's reserve, 
was avoided. 

The only danger lay in an excessive use of the new 
facilities. As a matter of fact the additional issues of 
currency were on a very moderate scale. The principal 
figures are given below. In addition, some new silver 
coinage (not to an important amount) was issued from 
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the Mint, and, for a short time pending this, postal 
orders were legal tender. 









Coin passing out of 
the Bank of Eng- 
land into the coun- 
try ( + ) or back to 
the Bank (-) 
£ 


Additional 
Issue of Bank of 
England Notes 
( +) or with- 
drawal (— ) 
£ 


Additional issue 
of Currency 

Notes ( +) 
£ 


Total 

£ 


July 


30-Aug. 


7 


+8,211,000 


+6,399,000 


- 


+14,610,000 


Aug. 


8-Aug. 


19 


+2,654,000 


+1,081,000 


+16,696,000 


+20,431,000 


Aug. 


20-Aug. 


26 


-1,217,000 


-1,615,000 


+ 4,839,000 


+ 2,007,000 


Aug. 


27-Sept, 


2 


-2,949,000 


- 284,000 


+ 3,621,000 


+ 388,000 


Sept. 


3-Sept. 


9 


-1,545,000 


- 66,000 


+ 1,957,000 


+ 346,000 


Sept. 


10-Sept. 


16 


+ 10,000 


- 599,000 
+4,916,000 


+ 304,000 
+27,417,000 


- 285,000 




+5,164,000 


+37,497,000 



During the same period the net amount of gold passing 
into the Bank of England from abroad was £19,254,000. 

Unfortunately it is impossible to distinguish between 
what was taken by the banks to strengthen their till- 
money at their 9,000 branches, and what went into the 
active circulation. The above figures are for the two 
taken together. It is probable, however, that a con- 
siderable part of the total issues of £37,500,000 re- 
mained with the banks, which naturally desired to have 
rather more cash in hand than usual. A part of the 
remaining issues were due to the large cash payments 
made by the War Office. The figures show that there 
can have been no significant amount of hoarding by 
private persons. Compared with the enormous issues of 
paper currency abroad, the above figures are very small. 

As we have seen, the notes were issued in the first 
instance to the banks. But when a few days later 
they were put in funds at the Bank of England through 
the great volume of pre-moratorium bills discounted 
there under the Treasury's guarantee, they no longer 
had need of the Currency Note loans as well. Accord- 
ingly they paid off these loans by transferring credits 
at the Bank of England from their own names to the 
Public Deposits. The notes, which had been issued 
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to the public over the counters of the banks and the 
post offices, remained nevertheless in circulation. 

The question soon arose, therefore, as to what, within 
their unfettered discretion, the Treasury was to do with 
these credits at the Bank of England. At the date of 
issue of the first Currency Note return, £11,400,000 
had been repaid in this way and was left standing, for 
the moment, to the credit of what was termed the 
" Currency Note Redemption Account " at the Bank 
of England. By the date of the next return, a week 
later, £11,000,000 was represented by " Government 
Securities," i. e. had been taken in aid of the Exchequer 
balances; but, as the repayments by the banks had 
continued, there was still £5,900,000 to the credit of the 
Redemption Account at the Bank of England. During 
the next week the important step was taken of " ear- 
marking," i. e. removing from the Bank of England's 
reserve into a separate account, £3,000,000 in gold. 
On September 16 (the date of the latest return available 
at the time of writing) the balance sheet stood as 
follows: — 

Notes outstanding, — £27,416,932. Advances to Bankers £1,514,200 

Advances to Post Office and Trustee 

Savings Banks 3,600,000 

Gold " earmarked " at the Bank .... 3,500,000 

" Government Securities " 10,923,546 

Balance at Bank of England 7,879,186 

£27,416,932 

Probably more gold will be " earmarked " in the near 
future, and the fiduciary character of the issue gradually 
diminished. 

VII 

This completes a brief and necessarily incomplete 
account of the main factors influencing the relation of 
the Treasury and the Bank of England to the rest of the 
money market and the City of London generally. 
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Much detail has been omitted and, in particular, the 
difficulties of the stock exchange have received but 
cursory notice. 

On the whole it may be fairly maintained that the 
financial system of the City has stood the shock to 
which it has been subjected. The errors which have 
been made have been due to over-timidity and a failure 
on the part of some, especially in the early days, to 
credit this system with the high degree of stability it has 
actually shown. The only real, substantial trouble has 
been the position of the bill market and the difficulties 
of the accepting houses. The main object of most of 
the other emergency measures has been to allay fears 
which, with more knowledge and more courage on the 
part of those who felt them, need not have arisen. 

Those who were most at fault in this respect were, in 
the opinion of many (tho they have their defenders), the 
joint stock bankers. I must not pause now to con- 
sider the root causes of this, which are to be sought in 
the play of personalities and factors of historical 
growth. We wanted, in the first week of August, 
some one of the calibre of the late Mr. Pierpont Morgan 
to bully the bankers and tell them where their duty 
(and at the same time their interest) truly lay. How- 
ever, this was a passing phase. The staunchness of the 
Bank of England, the traditions of which have needed 
amazingly little adaptation to fit them to new circum- 
stances, and the practical good sense and sanity of the 
Treasury, prevented permanent harm from being done. 
We in Great Britain look forward to the financial future 
with confidence. 

J. M. Keynes. 

King's College, Cambridge, England. 



